
COMMONWEALTH OF KENTUCKY 

BEFORE THE P U B L I C  S E R V I C E  COMMISSION 

In t h e  Matter of: 

AN INVESTIGATIOE OF THE 
FUEL ADJUSTMENT CLAUSE 
REGULATION 807  KAR 53056 

O R D E R  

ADMINISTRATIVE 
CASE NO. 309 1 

On A u g u s t  258 19778 t h e  P u b l i c  S e r v i c e  Commission i n i t i a t e d  

p r o c e e d i n g s  i n  Case No. 6 8 7 7 ,  The E x a m i n a t i o n  of t h e  F u e l  A d j u s t -  

m e n t  T a r i f f  P r o v i s i o n s  of K e n t u c k y  Power Company, E a s t  K e n t u c k y  

Power C o o p e r a t i v e ,  I n c . ,  L o u i s v i l l e  Gas a n d  Electric Company, 

Ken tucky  U t i l i t i e s  Company, Big R i v e r 5  E lec t r i c  C o r p o r a t i o n  a n d  

Union L i g h t ,  Heat and Power Company, t o  examine  t h e  f u e l  a d j u s t -  

men t  t a r i f f  c l a u s e s  b e i n g  u s e d  by  electric g e n e r a t i n g  u t i l i t i e s  i n  

Ken tucky .  The s t a t e d  purpose of t h e  case was to d e t e r m i n e  w h e t h e r  

or n o t  a n y  m o d i f i c a t i o n  of s u c h  c lauses  was w a r r a n t e d ,  or w h e t h e r  

f u e l  a d j u s t m e n t  c l a u s e s  s h o u l d  be e l i m i n a t e d  e n t i r e l y .  The resul t  

was t h e  s t a n d a r d i z e d  F u e l  A d j u s t m e n t  C l a u s e  r e g u l a t i o n ,  807 KAR 

5:056 e f f e c t i v e  J u n e  7 ,  1978 .  A f t e r  a y e a r s  e x p e r i e n c e  w i t h  t h i s  

f u e l  a d j u s t m e n t  clause and considering c h a n g i n g  e c o n o m i c  

c o n d i t i o n s ,  t h e  Commission h a s  d e t e r m i n e d  t h a t  a n  e x a m i n a t i o n  of 

t h e  s t a n d a r d i z e d  f u e l  a d j u s t m e n t  c l a u s e  s h o u l d  be c o n d u c t e d .  The 

p u r p o s e  of t h i s  proceeding is t o  d e t e r m i n e  w h e t h e r ,  d u e  to 

c h a n g i n g  c i r c u m s t a n c e s ,  t h e  f u e l  a d j u s t m e n t  clause s h o u l d  be modi- 

f i e d  of e l i m i n a t e d  a n d  to develop a proposed r e g u l a t i o n  f f  changes 

ace needed .  



F u e l  a d j u s t m e n t  c l a u s e s  h a v e  b e e n  i n  t a r i f f s  f i l e d  w i t h  t h e  

Commiss ion  s i n c e  t h e  1950’s .  W i t h  r a p i d l y  r i s i n g  coal prices i n  

t h e  1 9 7 0 * s ,  t h e s e  c l a u s e s  a t t rac ted  a g r e a t  dea l  of a t t e n t i o n .  I n  

1976 the f i v e  g e n e r a t i n g  e lectr ic  u t i l i t i e s  under  t h e  Commission‘s 

j u r i s d i c t i o n  collected approx i m a t e l y  $11 5 m i l  1 i o n  t h r o u g h  t h e  

a p p l i c a t i o n  of t h e i r  f u e l  a d j u s t m e n t  c l a u s e s ,  a lmost  20 p e r c e n t  of 

their total r e v e n u e .  C o n c e r n  a b o u t  r a p i d l y  i n c r e a s i n g  f u e l  

prices a n d  t h e  o p e r a t i o n  of f u e l  a d j u s t m e n t  clauses l e d  t o  t h e  

establishment of Case No. 6877. A s  a r e s u l t  of t h a t  case? 

p r e v i o u s l y  h e t e r o g e n e o u s  clauses were replaced by a s t a n d a r d  fuel 

a d j u s t m e n t  c l a u s e .  This c l a u s e  wa5 intended to meet t h e  major 

object ives  of t h e  C o m m i s s i o n ’ s  review a t  t h a t  time: f i r s t ,  to 

bring f u e l  c h a r g e s  u n d e r  appropriate  Commission r e g u l a t o r y  

processes; s e c o n d ,  t o  s t a n d a r d i z e  t h e  f u e l  c l a u s e  for a l l  

j u r i s d i c t i o n a l  e lectr ic  u t i l i t i e s ;  t h i r d ,  to  i n s e r t  f u e l  c h a r g e s  

i n t o  base ra tes  on  a s y s t e m a t i c  basis; f o u r t h ,  to  i n t r o d u c e  

i n e e n t i v e s  for management  to h o l d  down f u e l  costs; and f i f t h ,  to 

represent a responsible, workable  regulatory p r o c e d u r e  for 

handl ing  fuel clause matters i n  K e n t u c k y . 2  A n  i m p o r t a n t  i s s u e  i n  

t h e  c u r r e n t  case le w h e t h e r  these o b j e c t i v e s  h a v e  b e e n  met. 

A n o t h e r  issue is w h e t h e r  o t h e r  o b j e c t i v e s  and standard6 s h o u l d  be 

adopted. 

Soder, “ F u e l  A d j u s t m e n t  Clause: K e n t u c k y  E l e c t r i c  U t i l i t i e s , ”  
C a s e  No. 6 8 7 7 ,  September 2 0 ,  1977, page 1. 

Caee No. 6877,  Ordor dated Dr\combac 1 5 ,  1 9 7 7 ,  pagom 1 4 - 1 5 .  
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F u e l  e x p e n s e s  are t h e  l a r g e s t  s i n g l e  cost  for e lec t r ic  

u t i l i t i e s  i n  Ken tucky ,  a p p r o x i m a t e l y  o n e - h a l f  of t o t a l  o p e r a t i n g  

e x p e n s e s .  E s t a b l i s h i n g  t h e  appropriate f r amework  f o r  r e g u l a t i n g  

rates t h a t  r e s u l t  f r o m  f u e l  e x p e n s e s  is c r u c i a l  t o  e lec t r ic  

u t i l i t y  r e g u l a t i o n .  The r e g u l a t o r y  framework for f u e l  e x p e n s e s  

s h o u l d  (1) provide i n c e n t i v e s  for e f f i c i e n t  management  o f  f u e l  

procurement  and p o w e r - p l a n t  p e r f o r m a n c e ,  ( 2  1 p r o v i d e  i n f o r m a t i o n  

t h a t  permits t h e  Commission to  adequa te ly  m o n i t o r  f u e l  costs t o  

protect r a t e p a y e r s ,  ( 3 )  be c o n s i s t e n t  for a l l  j u r i s d i c t i o n a l  

u t i l i t i e s ,  ( 4 )  be f a i r  i n  b i l l i n g  costs to the c o s t - c a u s e r ,  ( 5 1  be 

a d m i n i s t r a t i v e l y  w o r k a b l e  a n d  e f f i c i e n t ,  a n d  ( 6 )  p r o v i d e  for f a i r  

r e g u l a t i o n  of b o t h  d i s t r i b u t i o n  a n d  g e n e r a t i o n  u t i l i t i e s .  The 

p r i m a r y  purpose for i n c l u d i n g  a fuel a d j u s t m e n t  c l a u s e  i n  t h e  

r e g u l a t o r y  framework is to  p r o v i d e  a procedure whereby  i n  times of 

r a p i d  c h a n g e s  i n  t h e  price of f u e l ,  a u t i l i t y ' s  rates c a n  be 

a d j u s t e d  more q u i c k l y  t h a n  would be possible through a protracted 

r a t e - m a k i n g  p r o c e e d i n g .  T h i s  protects u t i l i t y  shareholders from 

t h e  r i s k  of f u e l  price increases  b y  a l loca t ing  the r i s k  of price 

i n c r e a s e s  t o  r a t e p a y e r s .  F u e l  a d j u s t m e n t  c l a u s e s  have a number of 

a d v a n t a g e s  a n d  d i s a d v a n t a g e s .  They  may r e d u c e  i n c e n t i v e s  for 

e f f i c i e n t  management  of f u e l  p r o c u r e m e n t  a n d  use. They may also 

promote r a t e p a y e r  p a r t i c i p a t i o n  i n  f u e l  price decreases, r e d u c e  

r e g u l a t o r y  e x p e n s e s  a n d  r e d u c e  u t i l i t y  cost of c a p i t a l  due to the 

lower i n v e s t o r  r i s k .  The d e c i s i o n  t o  adop t  a f u e l  a d j u s t m e n t  

c l a u s e  d e p e n d s  i n  pa r t  o n  t h e  e x t e n t  of control or i n f l u e n c e  t h a t  

u t i l i t i e s  have over fuel costs,  t h e  p e r c e n t a g e  of f u e l  costs t o  

to t a l  u t i l i t y  o p e r a t i n g  costs ,  and the v a r i a b i l i t y  of f u e l  prices.  



The rapid f u e l  price i n c r e a s e s  of t h e  1 9 7 0 ' s  were c e n t r a l  to t h e  

r e a s o n i n g  supporting the a d o p t i o n  of t h e  current fuel adjustment 

c l a u s e .  T h i s  case w i l l  review t h e  fuel a d j u s t m e n t  c l a u s e  u n d e r  

c u r r e n t  c o n d i t i o n s .  

In i n i t i a t i n g  t h i s  i n v e s t i g a t i o n ,  t h e  Commission is s e e k i n g  

comments  from a l l  i n t e r e s t e d  pa r t i e s .  To aid i n  t h e  d e t e r m i n a t i o n  

of s p e c i f i c  a l t e r n a t i v e 8  a n d  areas of c o n c e r n s  w i t h i n  t h e  g e n e r a l  

i s s u e s  of t h i s  case, t h e  Commission f i n d s  t h a t  a l l  j u r i s d i c t i o n a l  

e lec t r ic  u t i l i t i e s  a n d  o t h e r  i n t e r e s t e d  p e r s o n s  s h o u l d  f i l e  

comments on t h e  f o l l o w i n g  q u e s t i o n s  w i t h i n  6 0  days of t h e  d a t e  of 

t h i s  O r d e r .  Electric u t i l i t i e s  t h a t  do n o t  operate g e n e r a t i n g  

f a c i l i t i e s  n e e d  only answer q u e s t i o n s  2(B) and 5. 

1. I n c e n t i v e s  i n c l u d e d  i n  t h e  c u r r e n t  f u e l  a d j u s t m e n t  clause 

i n c l u d e :  

-- Lags i n  r e c o v e r y  d u e  to  use of h i s t o r i c a l  d a t a  a n d  
10-day  pref  i l i n g  . 

-- L i m i t a t i o n  o n  recovery of f u e l  e x p e n s e  d u e  t o  forced 
o u t a g e s .  

-- L i m i t a t i o n  on r e c o v e r y  of e n e r g y  p u r c h a s e s  e x p e n s e  
( e x c l u s i v e  of capac i ty  or demand charge). 

-- L i m i t a t i o n  o n  recovery o €  f u e l - r e l a t e d  e x p e n s e s  n o t  
i n c l u d a b l e  ( for e x a m p l e ,  e x c i s e  t a x e s ,  brokerage 
c o m m i s s i o n s ,  f u e l  u n l o a d i n g  and hauling expenses). 

How effective h a s  each of these i n c e n t i v e s  b e e n  i n  p r o m o t i n g  

efficient fuels management? How cou ld  t h e  f u e l  a d j u s t m e n t  c l a u s e  

be m o d i f i e d  to improve theae incentives? 

2 .  How would e l i m i n a t i o n  of t h e  f u e l  a d j u s t m e n t  c l a u s e  w i t h  

n o  other c h a n g e  in Commission r e g u l a t i o n s ,  a f f e c t  incentives for 

e f f i c i e n t  management of t h e  f o l l o w i n g ?  
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( A )  For Generating Utilities: 

(1) fuel procurement 

(a) f u e l  requirements planning 

(b) fuel source selection practices 

(c) mix of long-term contracts, s h o r t - t e r m  

contracts and spot-market purchases 

:a )  contract negotiations 

(e) enforcement of contract terms and conditions 

(2) generation 

(a) heat rate efficiency 

(b) power plant availability 

(c) economic dispatch 

( 3 )  economy purchases of energy 

( 4 )  o t h e r  energy purchases 

(5) earnings stability of the utility 

(6) f l o w  of information necessary for the public and 

for commission oversight 

(B) For distribution utilities: 

(1 1 energy purchases 

(2) earnings stability of the utility 

(3) flow of information necessary for the public and 

for Commission oversight 

3. How would elimFnation/modification of the fuel adjustment 

clause affect regulatory costs and benefits for the Commission, 

ut il it ies and inte rvenor s? 
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4 .  Does t h e  c u r r e n t  f u e l  a d j u s t m e n t  clause p r o v i d e  t h e  

Commission w i t h  adequate i n f o r m a t i o n  f o r  t h e  n e c e s s a r y  r e g u l a t o r y  

r e v i e w  of f u e l s  e x p e n s e s ?  What  c h a n g e s  w o u l d  improve  t h e  q u a l i t y  

or a v a i l a b i l i t y  of i n f o r m a t i o n ?  

5 .  I f  t h e  f u e l  a d j u s t m e n t  clause were e l i m i n a t e d ,  w h a t  

c h a n g e s  i n  Commission r e g u l a t i o n s  a n d  practices would be n e c e s s a r y  

t o  p r o v i d e  t h e  Commission w i t h  adequate i n f o r m a t i o n  for t h e  r e v i e w  

of f u e l s  e x p e n s e s ?  

6 .  H o w  h a s  t h e  v a r i a b i l i t y  o f  f u e l s  e x p e n s e s  c h a n g e d  d u r i n g  

t h e  l a s t  1 0  y e a r s ?  G e n e r a t i n g  u t i l i t i e s  s h o u l d  p r o v i d e  s u p p o r t i n g  

d a t a  based o n  t h e i r  own p u r c h a s e s .  

7 .  What c h a n g e s  i n  t h e  v a r i a b i l i t y  a n d  l e v e l  of f u e l s  

expenses do you project f o r  t h e  n e x t  5 years? I n c l u d e  aseumptione 

a n d  f a c t o r s  c o n s i d e r e d .  

8 .  How w o u l d  e l i m i n a t i o n  o f  t h e  f u e l  a d j u s t m e n t  c lause 

affect  e f f i c i e n t  p r i c i n g  of electric s e r v i c e s ,  t h a t  is, c h a r g i n g  

costs to  c o s t - c a u s e r s ?  How c o u l d  t h e  f u e l  a d j u s t m e n t  clause b e  

changed  t o  i m p r o v e  e f f i c i e n t  p r i c i n g  of e lectr ic  s e r v i c e s ?  

9. If t h e  c u r r e n t  f u e l  a d j u s t m e n t  c lause  were e l i m i n a t e d ,  

could  a s t a n d b y  f u e l  a d j u s t m e n t  c l a u s e  be made a v a i l a b l e  f o r  u s e  

d u r i n g  per iods of rap id  f u e l  price c h a n g e s ?  What  would be t h e  

a d v a n t a g e s  and U i s a d v a n t a g e s  of a s t a n d b y  f u e l  a d j u s t m e n t  c lause?  

W h a t  c r i te r ia  s h o u l d  be spec i f ied  a s  t r i g g e r i n g  t h e  o p e r a t i o n  of a 

s t a n d b y  f u e l  a c l j u e t m e n t  c lause? 
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10. Possible reporting and procedural requirements for a fuel 

adjustment clause include: 

-Requiring uti1 i t i ee  to document fuel8 requirements 

planning, fuel source search and selection practices, 

and fuel contract negotiations, 

-Requiring utilities to certify both the quality and 

quantity of delivered fuel and the enforcement of fuel 

contract terms and conditions, 

-Comparing utility fuel costs to area averages, 

-Monitoring economic dispatching practices, 

-Monitoring power plant maintenance, heat rate efficiency 

and plant availability, 

-Auditing fuel costs and practices, 

-Performing management audits of fuel procurement , fuel 
handling, and power plant performance, and 

-Holding periodic, formal evidentiary hearings on t h e  

f u e l  adjustment clause. 

What would be the advantages and disadvantages of each of 

these requirements? If the fuel adjustment clause is eliminated, 

should the Commission i m p o s e  any of these reporting and procedural 

requirements o u t s i d e  of t h e  rate case setting? 

11. Incentives that could be included in a fuel adjustment 

clause (in addition to t h o s e  in question 1) include: 

-Partial pass-through of differences between actual fuel 

costs and f u e l  cost8 included i n  b a m  cates ,  

-~xclusion of all line losses, 
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- U s e  o f  a f i x e d  h e a t - r a t e ,  a n d  

- U s e  of power p l a n t  a v a i l a b i l i t y  i n c e n t i v e s .  

( A )  What  would  be a d v a n t a g e s  a n d  d i s a d v a n t a g e s  of 

i n c l u d i n g  each of t h e s e  i n  a modif ied f u e l  a d j u s t m e n t  clause? 

(B) What o t h e r  i n c e n t i v e s  c o u l d  be b u i l t  i n t o  a f u e l  

a d j u s t m e n t  c l a u s e ?  What would be a d v a n t a g e s  a n d  d i s a d v a n t a g e s  o f  

i n c l u d i n g  these i n c e n t i v e s ?  

12. One c r i t i c i s m  of f u e l  a d j u s t m e n t  c l a u s e s  is t h a t  t h e y  may 

d i s to r t  t h e  i n p u t  m i x ,  e n c o u r a g i n g  u t i l i t i e s  t o  s u b s t i t u t e  f u e l  

for labor  or c a p i t a l .  T h i s  h a s  i m p l i c a t i o n s  for e f f i c i e n t  u s e  of 

r e s o u r c e s ,  as w e l l  a s  c o n s e r v a t i o n .  To w h a t  e x t e n t  h a s  t h e  

c u r r e n t  FAC biased u t i l i t y  d e c i s i o n s  i n  f a v o r  of u s i n g  m o r e  f u e l ?  

How would  e l i m i n a t i o n  or m o d i f i c a t i o n  of t h e  fuel a d j u s t m e n t  

c l a u s e  c h a n g e  t h i s ?  

I T  IS THEREFORE ORDERED t h a t :  

(1) An i n v e s t i g a t i o n  o f  t h e  f u e l  a d j u s t m e n t  c l a u s e  be a n d  is 

h e r e b y  i n s t i t u t e d .  A l l  e l e c t r i c  u t i l i t i e s  s h a l l  be p a r t i e s  t o  

t h i s  p r o c e e d i n g .  O t h e r  i n t e r e s t e d  p a r t i e s  may i n t e r v e n e  a n d  

pa r t i c ipa t e ;  however, i n t e r v e n t i o n  is n o t  r e q u i r e d  t o  f i l e  

comments. 

( 2 )  The Commission s h a l l  p u b l i s h  n o t i c e  of t h e  h e a r i n g  i n  

this p r o c e e d i n g  i n  t h e  f o l l o w i n g  n e w s p a p e r s :  T h e  C o u r i e r - J o u r n a l  

a n d  L o u i s v i l l e  T i m e s ,  L e x i n g t o n  H e t a l d - L e a d e r ,  T h e  I n d e p e n d e n t  

(Ashland), K e n t u c k y  Post, P a d u c a h  Sun  a n d  Messenger-Inquirer 

( Owensboro . E a c h  e l ec t r i c  u t i l i t y  s h a l l  p u b l i s h  a o n e - t i m e  
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n o t i c e  of t h e  h e a r i n g  i n  a n e w s p a p e r  of g e n e r a l  c i r c u l a t i o n  in i ts  

s e r v i c e  area. The  n o t i c e  s h a l l  be i n  s u b s t a n t i a l l y  t h e  same f o r m  

a n d  c o n t e n t  as set  o u t  i n  a t t a c h e d  Appendix  A. 

( 3 )  A l l  e lectr ic  u t i l i t i e s  s h a l l  comply w i t h  t h e  r e q u i r e m e n t s  

of t h i s  Order .  An  o r i g i n a l  end 1 0  copies of w r i t t e n  responses 

s h a l l  be f i l e d  w j t h i n  60 d a y s  of t h e  da t e  of t h i s  Order .  Each  

p a r t y  s h a l l  make copies of its 'comments available on request. 

( 4 )  H e a r i n g s  s h a l l  be h e l d  i n  t h e  C o m m i s s i o n ' s  offices in 

F r a n k f o r t ,  K e n t u c k y ,  b e g i n n i n g  a t  9:00 a . m . ,  E a s t e r n  S t a n d a r d  

Time,  December 10,  1986, for t h e  purpose of r e c e i v i n g  comments and 

c r o s s - e x a m i n a t i o n  from a l l  par t ies  a n d  o ther  i n t e r e s t e d  p e r s o n s .  

P a r t i e s  with s imi l a r  in te res t s  may c o n s i d e r  c o m b i n i n g  comments  a n d  

r e p r e s e n t a t i o n .  

Done a t  F r a n k f o r t ,  K e n t u c k y ,  t h i s  3rd day of Septenber, 1986. 

PUBLIC SERVICE COMMISSION 

3 ss o n e r  

ATTEST: 

E x e c u t i v e  Director 



APPENDIX A 

--- NOTICE --- 
The K e n t u c k y  P u b l i c  S e r v i c e  Commission is r e v i e w i n g  t h e  f u e l  

a d j u s t m e n t  c l a u s e  now b e i n g  u s e d  by e l e c t r i e  g e n e r a t i n g  u t i l i t i e s  

i n  Ken tucky .  I n  t h i s  r e v i e w ,  t h e  Commission w i l l  d e t e r m i n e  i f  

c h a n g i n g  c i r c u m s t a n c e s  m e r i t  m o d i f y i n g  or e l i m i n a t i n g  t h e  f u e l  

a d j u s t m e n t  c lause .  To r e c e i v e  comments  from i n t e r e s t e d  par t ies ,  

t h e  Commission w i l l  hold a p u b l i c  h e a r i n g  on December 10, 1986, 

b e g i n n i n g  a t  9 : O O  a . m . ,  E a s t e r n  S t a n d a r d  T ime ,  a t  t h e  C o m m i s s i o n ' s  

o f f  ice, 730 S c h e n k e l  L a n e ,  F r a n k f o r t ,  Ken tucky .  


